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Tips

S. MADONNA KABBES, C.P.A.

A

CRITICAL LOOK AT LEASE FI
NANCING, by Donald R. Grant. Control
ler, June, 1961. Vol. XXIX-No. 6-p. 274
and following.

In an effort to set forth what lease financing
really is, the author compares the conditions
which exist when capital is obtained through
a lease arrangement, with those resulting from
the issue of stock, or from direct borrowing.
He finds little or no similarity between lease
financing and the issue of stock, but many
conditions similar to those resulting from the
assumption of a direct debt obligation. It is
hard to imagine lease terms which provide for
the payment of rents at the discretion of the
board, as is true with returns paid to stock
holders. Payments due under the terms of a
lease are legally enforceable obligations, just
as those which may be required under the
terms of a bond indenture.
Banks, insurance companies, pension funds
and other institutional investors are now the
main sources of securing capital through
leases; such investors formerly dealt only in
senior securities which offered the minimum
risk. This is further evidence that the lease is
ranked as a credit obligation.
While urging that lease financing should be
used whenever it is financially defensible to do
so, the author sets out three criteria to be
followed in making such decisions—

will justify its higher cost? Since the lease
may not be revealed on the statement, the
“balance sheet advantage” is often cited. This
advantage is more theoretical than real, for
lenders will usually take such contracts into
account in determining the total debt obliga
tion. Sound management should impose its
own limitations on the debt to be assumed,
whether as direct obligation or through leasing.
The writer concludes that lease financing
is a valid form, but should be used only when
it can be justified in comparison with other
forms that may be available.
Note—The writer of this article is currently
serving on the Project Advisory Committee
on Long-Term Leases of the American Insti
tute of Certified Public Accountants.

APPRAISING FACTORING FOR A CLIENT,
By David G. Foulk. Journal of Accountancy,
August, 1961 - Vol. 112, No. 2 - pp. 41-46
Factoring, as a means of financing, offers
definite advantages when used under proper
conditions. The normal factoring contract pro
vides for the purchase of receivables, without
recourse, as soon as merchandise is shipped to
the customer. The factor will, of course, have
investigated and approved the credit rating
of the customers involved. The cash made
available by the discount of the receivables
may be drawn immediately, or left until such
time as the funds are needed. Interest is
charged only on the funds actually used.
Factors usually consider both the inter
mediate and long-term needs of the client,
and loans may be arranged to allow for ex
pansion of plant and machinery. It is not
unusual for the factor and the bank to work
together in providing the total funds required
for the operation.
The services of top-calibre credit executives
on the factor’s staff are made available to the
client; thus it is often possible to sell to cus
tomers who might otherwise be turned down
for credit reasons.
The factor’s charges usually consist of a basic
interest charge of 6 per cent per year assessed
on a daily basis on the money actually used,
plus a service charge, which may be a percent
age of the net sales, or of total volume, or risk
and amount of detail work involved. As off
sets to such costs should be considered the
flexibility of cash position, as well as the ad
vantage of being relieved not only of credit
(Continued on page 14)

(1) Does lease financing offer cost saving
over direct borrowing? Investors usually expect
a higher return on funds advanced on a lease,
as compared to a direct loan, but there may
be tax advantages which more than com
pensate for this increased cost. For instance,
on “cost-plus” government contracts it may be
possible to arrange the lease terms so the
entire cost of the leasing equipment may be
charged to the government. If the same equip
ment were owned, it would be necessary to
depreciate it over the normal life.
(2) Is the amount needed available under
lease financing, while an equivalent amount
would not be available on a direct loan basis?
It is an error to conclude that leasing is re
stricted to those who have exhausted all other
forms of credit. A manufacturer, for example,
may be willing to offer a lease agreement to
a customer, whose credit rating does not justify
the debt involved. He is willing to assume the
risk in order to make the sale.
(3) Does such financing offer some com
pensating advantage which management feels
13

TAX NEWS

LOUISE A. SALLMANN, C.P.A.

Practically all of the better known tax pub
lications have been carrying banner headlines
these past two months similar to “MAJOR
TAX BILL IN 1961 DOUBTFUL.” This is
very disconcerting to those who have been
carefully watching the releases on the tenta
tive decisions of the House Ways and Means
Committee. It is the opinion of the Senate’s
committee chairmen that the bill will not be
passed by the House and reach the Senate
in time to be acted on this year. The Congress
will probably find justification in setting back
effective dates to January 1, 1962, although
dates of enaction may well be in the following
June or July.
In past years major tax revision bills have
been enacted six to seven months subsequent
to effective dates and taxpayers and/or their
advisors have found themselves trying to “lock
the barn door after the horse is stolen.” It
behooves all of us, therefore, to be prepared
by anticipating the ultimate passage of the
Committee’s proposals.
Proposals of the Committee, still in the
tentative stage, are as follows:
Withholding on Dividends and InterestTax will be withheld at the rate of 16 2/3%.
An individual who reasonably expects that he
will owe no tax may file an exemption certif
icate with the payor annually. This system
will not apply to coupon bonds but a refund
may be obtained. School savings accounts will
be exempt and tax-exempt organizations may
obtain quarterly refunds or offset against
amounts due the Treasury Department on
employees’ withholding.
Depreciable Business Property—No change
on real property but personal property when
sold at a gain would have such gain taxed at
ordinary income rates to the extent of de
preciation taken and as capital gain to the
extent that the gain exceeded the cost of the
property. A taxpayer would be given the right
to change his method of computing deprecia
tion without obtaining the consent of the
Treasury. Gifts to charity will be valued at
cost less depreciation taken subsequent to
December 31, 1960.
Business Expenses (the January 1, 1962
effective date on this one is definitely not ex
pected to be deferred). No deduction would be
allowed for entertainment expense except to
the extent that the taxpayer establishes that
such expenditures were directly related to the
production of income and were not merely for
the creation of good will. Adequate records
of the amount of such expenses would be re14

quired, thus overruling the “Cohan Rule.”
There are, however, several exceptions
anticipated:

(1) A reasonable allowance for food and
beverages furnished to an individual under
circumstances which are conducive to a busi
ness discussion.
(2) Expenses treated as compensation to
an employee, or for his entertainment.
(3) Expenses for goods, services, and
facilities made available to the general public
without charge.
(4) Expenses which constitute reimbursed
expenses, which would prevent the disallow
ance of a single expense to more than one
taxpayer.
(5) Expenses incident to stockholders’ meet
ings, etc.
Club dues and fees—Amounts paid to social,
athletic or sporting clubs, etc., would be com
pletely disallowed.
Business gifts—Disallow deductions for busi
ness gifts in excess of $25.00 per year to the
same individual, directly or indirectly.
Travel expenses—The amount of meals and
lodging allowable as travel expenses will be
limited to a reasonable amount (probably
based upon 125% of the Federal employee
allowance).
Other proposals which will not be discussed
in detail in this article have to do with various
forms of foreign income, cooperatives, mutual
fire and casualty companies, credit for invest
ment in tangible personal property.
In addition to the various proposals of the
Committee, there are a number of bills await
ing Presidential action and others which have
been introduced in the House and/or Senate
which are of less general import.
“MAJOR TAX BILL IN 1961 DOUBT
FUL?” “MAJOR TAX BILL IN 1962-A
CERTAINTY!”

(Continued from page 13)
losses but also of the costs of maintaining
credit and collection departments.
The accountant can greatly assist in deter
mining the capital requirement, both for work
ing capital needs and for fixed assets.
Factoring will usually be advantageous to
firms which are expanding rapidly on limited
capital, or which sell to customers involving
unusual credit risks, or those with seasonal
requirements for the build-up of inventories.

